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I. INTRODUCTION
Over the past decade, South Africa has attracted relatively little foreign direct investment (FDI), but considerable amounts of portfolio inflows. Between 1994 and 2002, FDI inflows amounted to 1.5 percent of GDP a year, on average, whereas portfolio inflows totaled about 3.5 percent of GDP. These outcomes contrast sharply with those in countries with similar risk attributes, where FDI is the dominant source of capital flows.
2 Unlike in other emerging markets, the composition of capital inflows in South Africa appears to be biased toward portfolio investment.
Capital inflows can bring substantial benefits to the recipient country and promote economic development, but different types of flows may have different effects (see, for example, Borensztein and Lee, 1998) . FDI can be expected to facilitate the transfer of new technology, help improve workers' skills, and improve market access; it is generally considered to be the most resilient form of private capital flows during periods of financial distress. 3 In contrast, sudden shifts in market sentiment can lead to large reversals of portfolio flows, which, in turn, can cause detrimental economic effects. These differences between capital flows raise a number of policy questions for South Africa. What determines the level and composition of capital flows? Why is the composition of capital flows biased toward portfolio flows? What are the policies that can alter the composition of capital flows if a change is desirable?
There is a large and growing body of literature on the determinants of capital flows to emerging markets. Most analyses focus either on FDI (for recent overviews, see, for example, Kamaly, 2002; and Rogoff and Reinhart, 2003) or portfolio flows (for example, Portes and Rey, 2000) . Yet much less, research has been done on the link between the two types of flows and what determines their composition. The purpose of this paper is to identify the determinants of the level and composition of capital flows to emerging markets and to draw policy conclusions for South Africa. In particular, we aim to identify common determinants of FDI and portfolio flows, specific determinants for each type of flow, and factors that may have opposite effects on the two types of capital flows. Most important, we will show that exchange rate volatility tends to deter FDI but has little impact on portfolio flows.
The remainder of this paper is organized as follows. Section II presents some stylized facts on capital flows to emerging markets and South Africa. Section III provides a brief overview of the relevant theoretical and empirical considerations. Section IV discusses the determinants of capital flows and the econometric methodology and presents the empirical findings. Section V draws some policy conclusions.
II. SOME STYLIZED FACTS
To put our questions in perspective, we compare the level and composition of capital flows to South Africa with those in up to 81 countries and, in addition, with 16 emerging markets whose risk characteristics are broadly similar to those of South Africa (Appendix 1 and Table 1) . 4 The smaller sample of emerging markets allows for a direct comparison of South Africa with its close competitors in the international contest for capital.
Capital flow data, which are drawn from the IMF's International Financial Statistics database and the World Bank's World Development Indicators, refer to net inflows-that is, gross inflows minus repatriation. Capital inflows are characterized as FDI if the investor acquires a lasting management interest (10 percent or more of the voting stock) in the foreign enterprise. Portfolio investment flows include portfolio debt flows (for example, domestic bonds purchased by foreign investors) and non-debt-creating portfolio equity flows (such as country funds, depository receipts, and direct purchases of shares by foreign investors).
During 1994-2002, FDI in South Africa was fairly low compared with that in the larger set of countries and with the 17 comparator countries (Table 2) . However, South Africa attracted three times more portfolio investments, as a percentage of GDP, than the other emerging markets. Some 70 percent of which went into equity.
5 Despite the slowdown in equity inflows in the early 2000s, which was prompted by weak stock market performance in mature economies, equity flows to South Africa remained well above levels in other developing and emerging market countries.
As a result of the above developments, the composition of capital flows to South Africa appears to be quite the opposite of what it is on average for emerging markets. During 1994 During -2002 , the share of FDI in capital flows amounted to only 30 percent in South Africa compared with over 70 percent in the comparator countries. In addition, FDI inflows to South Africa were driven by a few large transactions.
6 FDI inflows to South Africa are thus more volatile than inflows in comparator countries. 7 The coefficient of variation for portfolio inflows to South Africa is only half that in the comparator countries, implying that South Africa has attracted portfolio flows more consistently than other countries.
III. A BRIEF REVIEW OF THE LITERATURE

A. Theoretical Considerations
The literature can be divided into at least four broad approaches to explaining the level and composition of capital flows (see Lane and Milesi-Ferretti, 2000) : the sovereign risk literature, the optimal portfolio choice theory, the corporate finance approach, and the "pull and push" literature.
Against the backdrop of the debt crisis in developing countries in the early 1980s, the sovereign risk literature focused on the role of country risk in explaining the level and volatility of flows. Capital flows then were dominated by syndicated bank lending, and early studies offered few insights into the composition of flows.
The portfolio diversification literature has brought the composition of capital flows to the forefront of the debate on capital movements. It highlights the risk and return aspects of foreign investment decisions and argues that the composition of capital flows is based on optimal portfolio decisions of foreign investors (Kraay and others, 2000) . Asymmetric information about the projects, however, adds an additional constraint on portfolio decisions.
The corporate finance literature highlights the role of asymmetric information, agency problems, and corporate control considerations. This strand of the literature attempts to explain why investors may prefer FDI over portfolio investment (Gordon and Bovenberg, 1996; Razin and others, 1998; Albuquerque, 2003) . According to this theory, the feature that most distinguishes FDI from other capital inflows is the element of control that foreign investors enjoy over a group of assets in the host country. Because increased control may alleviate the adverse consequences of asymmetric information and poor investors' rights, investors may prefer FDI over portfolio investment.
Though less theoretical, the pull and push approach, which tries to bring together the various investment considerations, forms the basis for many empirical analyses. It distinguishes between domestic factors (pull factors) and external factors (push factors) (see, for example, Calvo and others, 1993) and identifies broad categories of macroeconomic, institutional, and policy variables that influence the level and composition of capital flows. While push factors may help explain the timing and magnitude of new capital inflows, pull factors may be necessary to explain the regional distribution of flows (Montiel and Reinhart, 1999) .
B. Empirical Findings
The theoretical considerations described above suggest that capital flows are determined by a variety of macroeconomic and institutional factors and the relative risks associated with these investments (Bhattacharya, Montiel, and Sharma, 1997) .
Foreign direct investment
Most empirical analyses focus on FDI. Recent surveys of the empirical literature by Chakrabati (2001) and Kamaly (2002) suggest that a few selected variables play a key role in a country's ability to attract FDI. The most important variables are the host country's growth prospects, the openness of the host market, and the institutional environment. In addition, a number of nontraditional variables, such as the quality of infrastructure, political stability, and the level of economic distortions, have also been found to affect FDI. Overall, the results of empirical analyses suggest that several broad categories of factors influence a country's attractiveness for FDI. These are its macroeconomic performance, the investment environment, infrastructure and resources, the quality of institutions, and global factors. In addition, recent research has shown that FDI tends to cluster in particular locations (the "agglomeration" effect) (Kamaly, 2002) . More specifically, FDI flows depend on a country's past stock of FDI; that is, countries that have been successful in attracting FDI in the past are more likely to do so in the future.
Only a few empirical analyses focus on FDI to Africa and, more specifically, on South Africa. Asiedu (2002) shows that a number of factors explain Africa's limited success in attracting FDI. African countries tend to be less open than other emerging markets; are perceived as very risky; and, despite absolute improvements in the policy environment, have lost ground relative to other regions. Rogoff and Reinhart (2003) argue that a high incidence of regional conflicts, high and volatile rates of inflation, and frequent currency crashes play an important role in explaining why Africa lags behind other regions in attracting FDI. Based on some African success stories, Basu and Srinivasan (2002) posit that political and macroeconomic stability, well-designed structural reforms, and natural resources contributed to an increase in FDI in these countries. Comparing South Africa with a group of similarly rated countries, Arvanitis (2003) finds that South Africa has lower rates of growth, is less open to trade, and lacks labor skills.
Portfolio inflows
Unlike the voluminous literature on the determinants of FDI inflows, research on the determinants of portfolio inflows to emerging markets is more limited. Most of the empirical analyses focus on industrial countries, owing, in part, to data availability and the fact that portfolio flows, especially equity inflows, to emerging markets and developing countries began very recently, mostly in the late 1980s.
Early investigations of portfolio flows analyzed whether they were driven by push or pull factors. Based on quarterly portfolio data (both equity and debt) during 1989-93 for a panel of 13 middle-income countries, Fernandez-Arias (1996) find that the increase in capital inflows to most countries was driven largely by low returns in developed countries-that is, by push factors. In a more comprehensive study, Chuhan and others (1998) analyzed monthly U.S. equity and bond flows to nine Latin American and nine Asian countries during 1988-92. They find that although global factors-U.S. interest rates and industrial production-are important, country-specific developments are equally important, particularly for Asia. They also reported that equity inflows are more sensitive than bond flows to global factors.
More recent empirical findings suggest that the development and efficiency of financial markets are key determinants for a country's success in attracting portfolio flows. Using a micro-founded gravity model of asset trade and a panel data set of bilateral gross crossborder equity flows between 14 countries from Europe and Asia during 1989-96, Portes and Rey (2000) find that market size, efficiency of the transaction technology, and informational frictions are among the most important determinants of portfolio flows. Empirical studies also support the view that domestic returns and portfolio flows are positively correlated. Richards (2002) stresses the role of local returns. He shows that, based on daily data, portfolio inflows are positively related to the lagged return in the domestic market. Griffin and others (2002) find similar evidence in daily data from several Asian countries. Al-Khalil (2003) examines the determinants of country allocations in the portfolio (equity) of Finnish investors and finds that the distance between Finland and the destination countries and the market capitalization of the host countries are statistically significant. Gordon and Gupta (2003) , based on monthly portfolio equity flow data into India, find that external and domestic factors are equally important. They find that lagged stock returns and changes in credit ratings are the primary domestic determinants.
The volatility of monetary variables also plays a role in explaining the composition of portfolio flows. Using monthly data on bilateral equity and bond transactions between U.S. residents and counterparties located in 14 selected countries, Siourounis (2002) shows that the volatility of money market rates and inflation and exchange rates explains a large part of these flows. Regression results support the claim that increased volatility of foreign inflation leads to a decline in gross cross-border transactions of U.S. equities, while exchange rate volatility has the opposite effect in most cases.
Composition of capital flows
The early empirical literature on the composition of capital flows has stressed regional differences. During the 1970s and 1980s, Latin America was often associated with short-term portfolio flows, while Asian countries attracted more FDI. Montiel and Reinhart (1999) show that regional differences have diminished over time and that economic policies can influence the composition of capital flows. They find that capital controls alter the composition, but not the volume, of capital flows and that sterilized intervention can affect both volume and composition. Using data from 25 transition countries, Garibaldi and others (2002) find that the determinants for FDI and portfolio flows are different. While FDI is well explained by economic fundamentals, a well-developed financial market infrastructure and property-rights indicators are the only robustly significant variables affecting portfolio investment. Carlson and Hernandez (2002) explore whether policies can alter the composition of capital inflows and if composition aggravates crises. They find that, if the exchange rate is allowed to float, the share of short-term debt in total capital inflows increases. Capital account restrictions are associated with a higher share of FDI. Carlson and Hernandez also find that portfolio equity flows respond to policies in a similar way as FDI.
IV. EMPIRICAL ANALYSES
A. Determinants of Capital Flows
Based on the above literature review, we identify and describe in the following indicators for the six broad categories of factors that influence capital flows. Their relevance and expected signs are as follows:
Macroeconomic performance. A rapidly growing economy is likely to offer higher future earnings and thus higher rates of return coupled with lower risk. We use lagged GDP per capita growth as a proxy for growth prospects. The expected sign of the coefficient is positive for FDI and portfolio flows.
Quality of institutions:
Theoretical and empirical findings suggest that good institutions help promote capital inflows (Wei and Wu, 2001) . We use an index of law and order from International Country Risk Guide (published by Political Risk Services) as an indicator for the quality of the institutional environment. A country that ranks high in terms of law and order is expected to attract more capital flows (Alfaro and others, 2003) .
Investment environment. The openness of the economy, the degree of exchange rate and inflation volatility, and exchange controls are three key ingredients of the investment environment.
•
In the case of FDI, investors are often interested not only in serving the local market, but also in pursuing export-oriented activities. They are, therefore, likely to favor countries with a large traded goods sector. 8 A positive relationship between FDI and openness is well established in the literature (see Asiedu, 2002; Morisset, 2000) . In contrast, the relationship between portfolio flows and trade openness is less clear, and the degree of trade openness may be expected to play a small role. Following previous empirical studies, we use the ratio of imports and exports to GDP as a proxy for market openness.
• Exchange rate volatility increases the uncertainty of demand for products of exportoriented firms and may reduce the profitability of FDI. It is, therefore, expected to have an adverse impact on FDI (Goldberg and Kolstad, 1994; Kamaly, 2002) . Its impact on portfolio flows is less clear. Since portfolio investors with a short investment horizon may be able to hedge currency risk easily, exchange rate volatility should have little impact on portfolio investment. However, it could attract portfolio investors with a higher risk tolerance and make speculators more interested in participating in the stock market, leading to an increase in portfolio investments. Overall, exchange rate volatility may have an asymmetric impact on FDI and portfolio flows. We use the annual standard deviation of monthly changes in the real effective exchange rate as a proxy for exchange rate volatility.
9
• Inflation volatility is another important source of uncertainty for foreign investors (see Rogoff and Reinhart, 2003) and is expected to have a negative effect on FDI. Because some portfolio flows are short term, the effect of inflation volatility on them may be smaller than on FDI or even negligible.
• The effect of capital controls depends on the kind of distortions they create (Asiedu and Lien, 2004) . Requirements to surrender exports may reduce the return on FDI and may, in general, be expected to limit FDI flows. 10 Capital account restrictions, if effective, are expected to limit portfolio flows. The expected sign of the coefficient is negative. Multiple exchange rate practices may also reduce capital flows. The three proxies for capital account controls are taken from the IMF's Annual Report on Exchange Arrangements and Exchange Restrictions.
11
Infrastructure and resources. Both the quality of the infrastructure and the availability of resources determine the attractiveness of a location.
• A well-developed infrastructure facilitates communication with parent companies abroad and the information-gathering process for business and reduces distribution costs, thus promoting local and regional trade. In line with the literature, we use the number of telephones per 1,000 people as a proxy for infrastructure development. The expected sign of the coefficient is positive for FDI and portfolio flows, but may be less important for the latter.
• Different indicators can be used as a proxy for the availability and quality of resources. We use fuel export receipts as a percentage of exports as indicator for the availability of oil resources. More natural resources are expected to be a positive factor for FDI; it may be less important for portfolio flows.
Financial development:
The deeper a country's financial markets, the more capital flows the country attracts. In particular, well-developed financial markets appear to be a precondition for portfolio inflows (Garibaldi and others, 2002) . For FDI, deeper financial markets may allow foreign firms to finance short-and long-term transactions more easily and meet capital 9 Results are qualitatively similar when nominal exchange rate variability is used.
10 Current account restrictions may also encourage FDI flows, particularly in a large country where foreign investors want to serve the local market and circumvent existing trade restrictions.
11 A country is classified as having exchange restrictions as long as full liberalization has not taken place. The indicators do not capture the effects of partial liberalization.
needs in the local market (Alfaro and others, 2003) . However, existing empirical evidence is mixed. We use domestic credit to the private sector and the domestic stock market capitalization of listed companies as a percentage of GDP as proxies for financial development and expect a positive relationship between financial development and capital flows, particularly for portfolio flows.
Global factors:
The principal global variables that influence capital inflows are international interest rates and business cycle developments in industrial countries (Calvo and others, 1993) . Foreign investment decisions are determined in part by the opportunity costs of FDI. FDI or portfolio flows will be less attractive if international returns on investment rise. Real short-term and long-term U.S. interest rates are used as an indicator for global developments. We hypothesize that international long-term interest rates matter for FDI because it, too, is long term. For portfolio flows, a large part of which is short-term, the money markets rate may play a larger role. In both cases, the expected sign of the coefficient is negative.
In addition to these variables, recent research has shown that capital flows tend to cluster in particular locations (the "agglomeration" effect) (Kamaly, 2002) . More specifically, capital flows depend on a country's past success in attracting flows, in particular in the case of FDI. We use lagged capital inflows as a percentage of GDP to capture this effect. The expected sign of the coefficient is positive.
B. Econometric Methodology
Our sample comprises annual data from 1975 to 2002 for up to 81 countries: 12 Asian countries, 42 African countries, 20 countries in the Western Hemisphere, and 7 other countries. We use panel data on an annual basis. The dependent variable is the ratio of net FDI inflows to GDP, portfolio inflows to GDP, bond inflows to GDP, and equity inflows to GDP. 12 Normalizing capital inflows in terms of GDP allows us to avoid a dependent variable non-stationarity problem. Empirically, the level of capital flows appears to have high persistence that is likely to generate a unit root in the series.
We assume that all types of capital flows in percent of GDP follow the following datagenerating process: This specification with a lagged dependent variable allows us to capture capital flow agglomeration effects and to correct for residual autocorrelation present in static panel specifications. This model specification assumes that country-specific unobservable characteristics, such as norms and cultural differences, are invariant over time and it assumes slope homogeneity across countries.
13
Most cross-country studies use static panel models. However, if a lagged dependent variable is included in the estimation, ordinary least squares (OLS) estimates are known to be biased and inconsistent (see Anderson and Hsiao, 1981) .
14 We therefore estimate this dynamic panel model using both OLS and Arrellano and Bond's (1991) First Difference Generalized Method of Moments (GMM), also known as GMM-IV, which provides unbiased and consistent estimators. The Arrellano Bond estimator builds on Anderson and Hsiao (1981, 1982) . To tackle the deficiencies of OLS estimates for dynamic panel models, Anderson and Hsiao proposed a first difference estimator and the use of ∆y t-2 or y t-2 as instruments. To increase the efficiency of the first difference estimator, Holtz-Eakin (1988) 15 proposed an 13 We relax this assumption by introducing an interactive dummy for South Africa.
14 There are two potential sources of bias. The first source of bias stems from the presence of a fixed effect. The within operator solves that source of bias by wiping out the fixed effects. However, bias also exists because new residuals Nickell (1981) showed that the magnitude of the bias of the within estimator is 0(1/T), and its consistency thus depends on T being large.
estimator called the differenced GMM estimator à la Hansen (1982) . Arrellano and Bond developed two versions of the differenced GMM estimator that are more efficient and that correct for heteroskedasticity, one-step and two-step procedures. 16 In the one-step version, the variance covariance matrix used in generalized least squares estimation is based on the assumption that the differenced residuals follow a moving average process of order one MA(1). In the two-step estimator, the variance-covariance matrix is derived from the differenced residuals from the one-step estimation. Given our relatively large sample, we use the two-step version of the Arrellano and Bond estimator, which is theoretically more efficient asymptotically.
Following Arrellano (1989), we use as instruments for the lagged difference of the dependent variable the lagged levels of the dependent variable. In addition, explanatory variables that are strictly exogenous (not correlated with future shocks and past shocks) provide good instruments because they are not correlated with the residuals. 17 To take account of the potential endogeneity of some of our explanatory variables, in particular growth and exchange rate volatility, we use the lagged realization of those variables as instruments for those variables.
To assess the validity of the instruments and the model specification, we follow Arrellano and Bond and use the Sargan 18 test for overidentifying constraints and the test of second order autocorrelation 19 of the new residuals to assess the validity of the model specification. Therefore, the Arrellano and Bond GMM-IV estimator uses those additional instruments that theoretically increase estimator efficiency with respect to Holtz-Eakin (1988).
C. Determinants of FDI
To analyze the determinants of FDI and to see why South Africa may be different from other emerging market countries, we regress FDI as a share of GDP on the explanatory variables identified above. Table 3 presents the regression results. The first four specifications (i-iv) are based on OLS estimation; the last three regression results (v-vii) use the GMM technique. As a starting point, regression (i) is a simple static OLS estimation that ignores the fact that a country's attractiveness for FDI depends on past developments. Regressions (ii) and (v) follow Kamaly (2002) and include lagged FDI to capture agglomeration effects and only those four variables that have been identified in the literature as being fairly robust: growth, trade openness, foreign interest rate developments, and institutional quality.
In the GMM estimation, all variables have the expected sign and are significant at conventional levels. Results are comparable to those of Kamaly (2002) . Regressions (iii) and (vi) include other explanatory variables to capture infrastructure availability, current account restrictions, investment uncertainty (inflation and exchange rate volatility), and resource availability. Most variables have the expected sign and are significant at conventional levels. In line with previous findings, the results confirm that pull factors, such as higher growth, trade openness, a better infrastructure, and a better institutional quality, attract FDI inflows. Higher international interest rates increase the opportunity costs of investing in emerging markets and tend to deter FDI inflows. The results also suggest that current account restrictions in the form of export surrender receipts, high inflation, and exchange volatility deter FDI.
To analyze whether South Africa may benefit more or less than the average emerging market from changes in the economic environment, we included an interactive dummy in regressions (iv) and (vii). We tried the interactive dummy with all explanatory variables individually and jointly. The most robust result was achieved for exchange rate volatility. The negative and significant interactive dummy suggests that South Africa would benefit more than the average emerging market from a reduction of exchange rate volatility, perhaps because the rand has been one of the more volatile currencies in the emerging market asset class.
D. Determinants of Portfolio Flows
To compare the determinants of portfolio flows and FDI and to benchmark results, the first two columns in Table 4 (i, ii) use the same explanatory variables for portfolio flows as for FDI flows. As expected, only a subset of explanatory variables appears to play a significant role for portfolio investors. To substantiate the results further, we omitted those variablessuch as trade openness, current account restrictions, and the quality of the infrastructurefrom the regression when theory would not suggest an important impact. We added two explanatory variables that may play a more important role for portfolio flows than for FDI.
The results are presented for total portfolio flows (iii, iv), and for bond (v, vi) and equity flows (vii, viiii) separately.
The findings suggest that some of the variables that matter for FDI also play an important role in attracting portfolio flows. Higher growth rates, better institutions, and lower international interest rates make the environment favorable to portfolio inflows. In the case of portfolio investments, short-term interest rate developments abroad appear to be the relevant measure for opportunity costs; long-term bond yield developments appear to be more important for FDI decisions.
In line with previous findings, well-developed financial markets help increase a country's attractiveness for portfolio flows (Portes and Rey, 2000) . Capital account restrictions in the form of multiple exchange rate practices tend to deter portfolio inflows. However, the impact of other capital account restrictions is inconclusive, which may reflect limitations associated with this measure, such as a failure to take partial liberalization into account (Miniane, 2004) . What is most interesting is that the results also suggest that exchange rate volatility does not have a statistically significant effect on portfolio flows; in some cases, the coefficient is even positive, though not statistically significant. 21 This finding supports the often heard view that some portfolio investors are comfortable with currency volatility because of an implied pickup in yield caused by higher currency risk premia. In addition, portfolio investors may find it easier and less costly to hedge against currency risk than FDI investors because of the shorter investment horizon.
22
E. Composition of Capital Flows
The above results already provide some indication as to what determines the composition of capital flows. So far, they suggest that some determinants of capital flows are specific to certain types of flows, whereas other determinants have a similar impact on FDI, bond, and equity flows. For example, more trade openness, more natural resources, and fewer restrictions on export receipts affect FDI inflows positively, but have little impact on portfolio flows. Therefore, we would expect that these variables also affect the share of FDI positively. Common determinants may be growth prospects and the quality of institutions, proxied by the rule of law. Higher exchange rate volatility may have opposite effects on FDI and portfolio flows.
To test directly for the determinants of the composition of capital flows, Table 5 presents results for the share of FDI in total inflows. Regressions (i ) and (ii) present results for all explanatory variables, and (iii) and (iv) for a subset of variables. The regression results support our hypotheses. The composition of portfolio flows is affected by some of those determinants that are specific to a certain type of capital flow. On average, the share of FDI 21 Results are qualitatively similar when nominal exchange rate volatility is used. 22 As before, we included an interactive dummy for exchange rate volatility in South Africa. In the case of portfolio investments, the interactive dummy was not significant at conventional levels. tends to be higher in economies with abundant resources. Multiple exchange rate practices also favor a larger share of FDI, as does a reduction in current account restrictions. However, higher exchange rate volatility tends to reduce the share of FDI.
V. CONCLUSIONS AND POLICY IMPLICATIONS FOR SOUTH AFRICA
We find broad evidence that a number of explanatory variables matter for both FDI and portfolio flows and can thus be considered as common determinants. A better institutional environment and foreign interest rate developments fall into this category.
Our results also suggest that (short-run) macroeconomic policies may affect both the level and composition of capital flows. Trade openness is conducive to FDI flows, but has little impact on portfolio flows. Therefore, further trade liberalization may be expected to lead to an increase in both the level of FDI inflows and the share of FDI in total capital flows. In contrast to Montiel and Reinhart (1999) , we find that changes in capital controls are expected to have an impact on both the volume and structure of flows. The results also suggest that exchange rate volatility tends to have opposite effects on FDI and portfolio flows. While exchange rate volatility deters FDI, there is no evidence that it has a statistically significant effect on portfolio flows.
For South Africa, the results suggest that a number of policy variables contribute to the lower share of FDI and higher share of portfolio flows. Although South Africa has liberalized trade extensively since the early 1990s, it still appears less open than its major competitors. The ongoing review of South Africa's Department of Trade and Industry provides an excellent opportunity for a further simplification of the tariff regime. Additional trade liberalization should help increase South Africa's attractiveness as a destination for FDI. South Africa also scores lower than its major competitors in terms of growth, infrastructure, and law and order (Table 6 ). Improvements in these areas would also be beneficial for attracting FDI.
The results also suggest that lower currency volatility would contribute to an increase in the share of FDI. The rand has been one of the more volatile currencies of the emerging market countries. The South African Reserve Bank (SARB) has recently closed its open position in the forward market-long a source of external vulnerability-and increased its net international reserves significantly. Compared with other emerging market economies, South Africa's foreign reserves, however, remain somewhat low. Hviding and others (2004) have demonstrated that an increase in reserves can reduce exchange rate volatility, possibly through a signaling effect. Therefore, a further increase in reserves would likely help reduce currency volatility and help promote FDI.
Over the past 10 years, South Africa has gradually relaxed capital controls but retains some, including the requirement that exporters repatriate their foreign exchange earnings within six months. According to our results, these types of requirements deter FDI. The present strength of the rand may present an opportune time to ease capital controls further.
Overall, our findings indicate that the relatively low share of FDI can be addressed, in part, by government policies, including further trade and capital account liberalization. A reduction in exchange rate volatility and an increase in reserves-accumulated at a pace dictated by prevailing market conditions-would most likely also lead to changes in the composition of capital flows and increase the share of FDI. Other policies not explicitly considered in this study, such as an acceleration of privatization, should also be instrumental in increasing the share of FDI. 23 23 Limited data availability has hindered a more vigorous analysis of the relationship between privatization and FDI. Some preliminary estimates for a smaller sample have, however, suggested that privatization tends to have a positive impact on FDI inflows. 1/ The dependent variable is FDI net inflows as a percent of GDP. * significant at the 10 percent significance level ** significant at the 5 percent significance level *** significant at the 1 percent significance level
GMM-IV ( 2 step) GMM-IV ( 2 step) OLS 1/ The dependent variable is portfolio, bond or equity net inflows as a percent of GDP.
2/ For regression (i) and (ii), real yield on 10-year US bond was used. * significant at the 10 percent significance level ** significant at the 5 percent significance level 1/ The dependent variable is FDI, portfolio, bond, or equity net inflows as a percent of GDP. White heteroskedasticity-consistent t-statistics in parentheses. * significant at the 10 percent significance level ** significant at the 5 percent significance level *** significant at the 1 percent significance level (iv) (i) (ii) 
